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Calfee: Preservation of Basis in a Declining Market: A Hedge for the Surv

PAPERS PREPARED BY STUDENTS IN THE
GRADUATE TAX PROGRAM
PRESERVATION OF BASIS IN A DECLINING MARKET:
A HEDGE FOR THE SURVIVING SPOUSE IN WASHINGTON STATE
Stocks and securities included in the gross estate for federal estate tax
purposes often have an original cost which exceeds fair market value on the
applicable valuation date. Whenever this occurs, it has the unfortunate consequence of reducing the basis of the stock or security for purposes of computation of gain or loss upon subsequent sale. Where stocks or securities are held
as community property, basis is reduced not only for the decedent's one-half
community interest, which is included in the gross estate in the computation
of federal estate tax, but also for the surviving spouse's one-half interest in
community assets, which is not included in the gross estate computation. In
the State of Washington it may be possible to avoid this undesirable consequence for the surviving spouse's community one-half share of depreciated

securities.
Washington is one of eight states presently utilizing the community property system.1 The basic assumption under the community property system as it
exists in Washington 2 is that a husband and wife own equally all assets acquired during their marriage.3 "Property or pecuniary rights" owned by either
the husband or wife before "marriage or afterwards acquired by gift, bequest,
devise or descent, with the rents issues and profits thereof" constitute separate
property of the husband 4 or wife.5 All property otherwise "acquired after marriage by either husband or wife, or both, is community property .... "6 "T]he
status of property ... becomes fixed as of the date of its purchase or acquisition; and ...the status, when once fixed, retains its character until changed
by agreement of the parties or operation of law." 7 Each spouse has a testamentary power over half the community property.8
Upon the death of one spouse, half the community property is included in
the gross estate for federal estate tax purposes, for that is the extent of the

1. The other states are Arizona, California, Idaho, Louisiana, Nevada, New Mexico, and
Texas.
2. See Cross, The Community Property Law in Washington, 49 WASH. L. REv. 729 (1974).
This article contains a complete and authoritative explanation of the community property
System as it exists in the State of Washington.
3. See In re Estate of Bonness, 13 Wash. App. 299, 535 P.2d 823 (1975); In re Estate of
Patton, 6 Wash. App. 464,494 P.2d 238 (1972).
4. WAsH. REv. CoDE §26.16.010 (1963).
5. WAsH. REv. CODE §26.16.020 (1963).
6. WASH. R.v. CODE §26.16.030 (Supp. 1973).
7. In re Binge's Estate, 5 Wash. 2d 446, 484, 105 P.2d 689, 705 (1940); accord, In re
Madsen's Estate, 48 Wash. 2d 675, 296 P.2d 518 (1956).
8. WASH. Rxv. CODE §11.02.070 (Supp. 1973); see WAsH. REV. CODE §26.16.030(1) (Supp.

1978).
[985]
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deceased spouse's interest in community assets. 9 In the event the couple owns
securities as community property at the time of the death of one spouse, the
gross estate includes half the fair market value of those securities on the applicable valuation date.' 0
Generally, in determining the amount of gain or loss on the sale of securities acquired from a decedent, section 1014(a) requires that the adjusted basis
be the fair market value at the date of the decedent's death or the applicable
alternate valuation date." Although only the decedent's one-half interest in
community assets is included in the gross estate, the surviving spouse's onehalf interest is considered to have been acquired from the decedent for purposes of the basis rule. Section 1014(b)(6) states that for purposes of section
1014(a), property acquired from a decedent includes:
In the case of decedents dying after December 31, 1947, property which
represents the surviving spouse's one-half share of community property
held by the decedent and the surviving spouse under the community
property laws of any State, . . . if at least one-half of the whole of the
community interest in such property was includible in determining the
value of the decedent's gross estate....
Thus, all assets held as community property receive a new basis on the death
of one member of the marital community equal to the fair market value of
the property on the applicable valuation date.
Section 1014 permits avoidance by the surviving spouse of income taxation
of any predeath appreciation in value of securities held as community prop12
erty if at least half the community interest is includible in the gross estate.
Criticism has been directed at section 1014 because of the income tax avoidance. 3 Section 1014 is not a one-way street, however. If the decedent's basis in
an asset exceeds the fair market value of that asset on the applicable valuation
date, the basis is forfeited to the extent of the decline in value, whether the
asset is held as community property or as separate property. Where such an
asset is held as community property and half the value is included in the decedent's gross estate, the basis reduction applies to both the decedent's one-half
9. Ix. REv. CODE OF 1954, §2033; see United States v. Goodyear, 99 F.2d 523, 1938-2
U.S.T.C. ff9532 (9th Cir. 1938).
10.
11.

TREAS. REG. §20.2031-2.
INT. REV. CODE OF 1954, §1014(a).

12. This result is achieved ilrespective of whether a federal estate tax return is required
to be filed or any federal estate tax paid. TREAS. REc. §1.1014-2(a)(5). Approximately the
same result is achieved with assets which are not held as community property by virtue of
the marital deduction provided by INT. REv. CODE OF 1954, §2056, with the minor exception
of community property convertcd to separate property after December 31, 1941, which is
excluded from the computation of the adjusted gross estate pursuant to INT. REv. CODE OF
1954, §2056(c)(2)(C).
13. See TAXATION OF APPRECIATION OF ASSETS TRANSFERRED AT DEATH OR BY GIFT, UNITED
STATES TREASURY DEPT., TAX REFORM STUDIES AND PROPOSALS, 91st Cong., 1st Sess., pt. 3, at
331-40 (1969). See generally Heckerling, The Death of the "Stepped-Up" Basis at Death, 37
So. CAL. L. REV. 247 (1964); Slawson, Taxing as Ordinary Income the Appreciation of Publicly Held Stock, 76 YALE L.J. 623 (1967). Senator Kennedy of Massachusetts recently introduced legislation that would eliminate such tax avoidance. S. 2345, 94th Cong., 1st Sess. (1975).
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interest and the surviving spouse's one-half interest. This is true whether the
funds used to purchase the property were earned by the decedent, the surviving spouse or both; the sole requirement is that the property be held as community property at the time of death of a spouse. 14 The result for the surviving
spouse holding depreciated securities as community property, though unfortunate is not inequitable, for appreciated assets held as community property
by the same surviving spouse qualify for a step-up in basis.
Couples residing in Washington State, because of the community property
laws there, have an advantage over couples residing in common law states
since they can elect to hold assets acquired after marriage as community or
separate property. The spouses may enter into an agreement providing that
acquisitions by either spouse, normally characterized as community property by
statute, are to be the separate property of the acquiring spouse. 5 It is also
permissible to convert community property to separate property after marriage.
A pitfall lies in this latter course of action, however, since any of decedent's
property so acquired after December 31, 1941, is excluded in the computation
of the adjusted gross estate for purposes of the marital deduction.16
Preservation of the predeath basis of the surviving spouse's one-half interest in securities acquired with community funds and held as community property may be accomplished by an intentional conversion of the form of ownership from community property to another form of co-ownership, which could
avoid the effect of section 1014(b)(6) of the Internal Revenue Code. Washington Revised Code section 64.28.010 authorizes "a form of co-ownership of
property, real and personal, known as joint tenancy" that "shall have the
incidents of survivorship and severability as at common law." This statute
specifically authorizes a "husband and wife, when holding title as community
property," to create a joint tenancy by written agreement, transfer, deed, will,
or other instrument of conveyance to themselves or to themselves and others,
or to one of them and to another or others, "which expressly dedare[s] the
71
interest created to be a joint tenancy."'
Section" 2040 of the Code specifies the rules of inclusion in the gross estate
of property held at the time of death by the decedent and any person as joit
tenants with right of survivorship. 8 It provides in pertinent part:
The value of the gross estate shall include the value of all property to
the extent of the interest therein held as joint tenants by the decedent
and any other person ...except such part thereof as may be shown to
have originally belonged to such other person and never to have been
14.

This forfeiture of basis does not occur in the common law states if the surviving

spouse acquires property subsequent to marriage.
15. Gage v. Gage, 78 Wash. 262, 138 P. 886 (1914); Yake v. Pugh, 13 Wash. 78, 42 P.
528 (1895). See Merriman v. Curl, 8 Wash. App. 894, 509 P.2d 765 (1973); State ex rel. Van
Moss v. Sailors, 180 Wash. 269, 39 P.2d 397 (1934); Volz v. Zang, 113 Wash. 378, 194 P. 409
(1920); Lanigan v. Miles, 102 Wash. 82, 172 P. 894 (1918).
16. INT. REV. CODE OF 1954, §2056(c)(2)(C)(i). Where the split is unequal, see INT. Ray.
CODE OF 1954, §2056(c)(2)(C)(ii).
17. WASH. Ray. CODE §64.28.010 (1963).
18. INT. RaV. CODE OF 1954, §2040; see TREAs. RE. §20.2040-1(a).
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received or acquired by the latter from the decedent for less than an
adequate and full consideration in money or money's worth .... 9
To the extent stocks or securities held by the decedent and any person as joint
tenants with right of survivorship are includible in a decedent's gross estate
pursuant to Section 2040, "section 1014(b)(9) of the 1954 Code provides that,
in the hands of the survivor, the basis of that portion of the property includible in the gross estate of a decedent dying after December 31, 1953, shall be
fair market value as of the date of valuation for federal estate tax purposes .. "20
Section 1014(b)(9) applies only to that portion of the jointly held property
includible in the decedent's gross estate under the provisions of section 2040.
A Washington couple who hold securities acquired with community funds as
joint tenants with right of survivorship may have the basis of the securities
after the death of one spouse determined under section 1014(b)(9) rather than
section 1014(b)(6), if the stocks or securities are not characterized as community property. 21 If the property is characterized as community property,
even though held by the couple as joint tenants, section 1014(b)(6) will control because section 1014(b)(9) does not apply to property described in any
other paragraph of section 1014(b).22
The federal courts have strictly construed section 1014(b)(6) to apply only
to property "held as community property" at the date of death of a member
of the marital community, even when the property characterized under state
law as separate property was once community property of the spouses. In
Laura Massaglia,23 the petitioner asserted the property owned by herself and
her husband at the time of his death, although held as tenants in common,
was community property under the laws of New Mexico at the time of her
husband's death. She claimed the basis of her one-half share of the property
was the fair market value of the property at the date of her husband's death.
The court, however, recognized an agreement transmuting the couple's community property to separate property made before the husband's death and
held the petitioner acquired a one-half interest in the property as a tenant in
common. Her basis for that interest was thus half the adjusted cost basis, not
the value of the property at the time of her husband's death.24 In Bertha L.
Crosby,25 petitioner and her husband owned substantial real and personal
1954, §2040.

19.

INT. REV. CODE OF

20.

Rev. Rul. 56-215, 1956-1 CuMi. BULL. 324.

21. The amount includible under INT. REV. CODE OF 1954, §2040 may vary where community property is used to acquire assets held jointly, depending upon the source of the
community property used in the acquisition. Where the separate property of one spouse is
converted to community property by gift of a one-half interest and thereafter that same
community property is used to acquire the assets held jointly at the death of the donor
spouse, INT. REV. CODE OF 1954. §2040 requires inclusion of the entire value of the joint
tenancy assets. Alternatively, the donee spouse's estate would not include the same jointlyheld property under §2040.
22. INT. REV. CODE OF 1954, §1014(b)(9)(C).
23. 33 T.C. 379 (1959), aff'd, 286 F.2d 258, 1961-1 U.S.T.C. 9208 (10th Cir. 1961).
24. Id. at 387.
25. 30 P-H Tax Ct. Mem. 61,272 (1961).
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property in the State of Washington. Before the husband's death, the couple
by agreement- partitioned their community property into two equal shares.
The Tax Court, after the husband's death, recognized the conversion of community property to separate property and applied section 1012 of the Code to
determine petitioner's basis in her half of the property. 27 In both of these
cases the courts were presented with separate property agreements entered
into by the spouses. In the latter case the couple did not hold the property as
co-owners, as joint tenants, or as tenants in common, but simply as separate
owners. In both cases the Tax Court upheld the validity of the agreement.
The petitioner in Vinnie A. Murphy2s and her husband acquired three
parcels of real property in California with community funds in the 1930's. In
1942 the couple executed a deed granting the properties to themselves as
joint tenants. The executrix agreed to the position taken by the Service's examining estate tax agent that the conveyance by the couple of community
property to themselves as joint tenants made the property one-half the separate property of each spouse under California law.29 The taxpayer argued
unsuccessfully that section 1014(b)(6) should be read to include not only property held as community property, but also any property ever held as community property after December 31, 1941, and subsequently converted to separate property. She contended section 1014(b)(6) should apply to her one-half
share of the assets held as tenants in common because the decedent's one-half
interest in the assets was treated as community property in the computation
of the marital deduction. 0 Both courts denied the marital deduction for the
decedent's one-half share of the assets held as tenants in common because it
represented community property converted to separate property after December 31, 1941. Similarly, the step-up in basis for Mrs. Murphy's half of the
property was denied because it was not held as community property at the
time of her husband's death. 3 ' The Ninth Circuit declined "to read into section 1014(b)(6) a construction which would include within it property of the
kind defined in section 2056(c)(2)(C)(i)." 32 The rule laid down in Murphy by
the Ninth Circuit was adopted in Revenue Ruling 68-80,33 which provides:
A surviving spouse is not entitled, under section 1014(b)(6) of the Internal Revenue Code of 1954, to a new income tax basis on the death
26. WAsH. REv. CODE §26.16.050

(1963) authorizes conversion of community property to

separate property.
27. 30 P-H Tax Ct. Mem. ff61,272 at 61-1557.
28. 41 T.C. 608 (1964), aff'd, 342 F.2d 356, 1965-1 U.S.T.C. 119246 (9th Cir. 1965); accord,
Bordenave v. United States, 150 F. Supp. 820, 1957-1 U.S.T.C. 19646 (N.D. Cal. 1957).
29. 41 T.C. at 613, 342 F.2d at 361, 1965-1 U.S.T.C. 119246 at 94,333.
50. Community property converted to equal separate property shares after December 31,
1941, is excluded from the computation of the adjusted gross estate under INT. REv. CODE OF
1954, §2056(c)(2). At the time of Mr. Murphy's death the three properties were held by the
couple as tenants in common. In 1948 the Murphys had conveyed the three properties, then
held in joint tenancy, to a third person, who had immediately thereafter reconveyed the
properties to the Murphys as tenants in common.
31. 41 T.C. at 613, 342 F.2d at 360-61, 1965-1 U.S.T.C. 119246 at 94,931.
32. 342 F.2d at 361, 1965-1 U.S.T.C. 19246 at 94,933.
33. Rev. Rul. 68-80, 1968-1 Cum. BuLL. 348.
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of her spouse for her separately owned property that had previously
been converted from community property to separate property. This
rule applies even though for the purpose of computing the adjusted
gross estate under section 2056(c)(2)(C) of the
Code the property was
3
considered to be held as community property. 4
In 1956 a bill 3 was introduced to amend the language "community property held" of section 1014(b)(6) to include separate property that had been
converted from community property; however, it failed to become law. The
amendment would have equated treatment in community property states with
that in common law states with respect to basis in assets acquired from a decedent and would have precluded couples residing in community property
states from intentionally and selectively avoiding the operation of section
1014(b)(6) by converting specific community-owned assets to separate property
to preserve cost basis. Such an amendment would have prevented the inequity
which sometimes results where community property is inadvertently converted
to separate property with the consequence that both the marital deduction
and a section 1014(b)(6) basis are denied. This inequality and unfortunate
consequence may be avoided through an interpretation by the state courts that
property held in joint tenancy by the marital community, where no conversion
is intended, is community rather than separate property. The state law will
control the characterization of property in federal tax controversies, 3 and
section 1014(b)(6) will apply by virtue of the specific terms of section 1014
(b)(9). The law as presently developed in the area presents a distinct opportunity for those residing in community property states to carefully plan transactions and effectively choose the desired basis result by using the joint
tenancy form of co-ownership.
The first issue that must be resolved in the quest for preservation of predeath basis is whether conversion of community property to separate property
can be achieved in Washington merely by holding as joint tenants property
acquired with community funds. The characterization as separate property of
jointly held assets under state law is critical. The federal courts in litigation
involving section 1014(b)(6) will look to the applicable law of the State of
Washington to characterize the property as either separate or community
37
property.
Cross, in his second article on Washington community property law'3 observes:

34. Id.
35. H.R. 7980, 84th Cong., 2d Sess. (1956). See Robinson, The Basis of a Surviving
Spouse's Interest in Transmuted Community Property: A Proposal to Amend Section 1014
(bX6) of the InternalRevenue Code of 1954, 32 S. CAL. L. REv. 244 (1959).
36. E.g., Acquilino v. United States, 363 U.S. 509, 1960-2 U.S.T.C.
3958(1960); Morgan
v. Commissioner, 309 U.S. 78, 1940-1 U.S.T.C. 29210 (1940).
37. Poe v. Seaborn, 282 U.S. 101, 2 U.S.T.C. 611 (1930); Kern v. United States, 491 F.2d
436, 1974-1 U.S.T.C. [12,979 (9th Cir. 1974); Murphy v. Commissioner, 342, F.2d 356, 1965-1
U.S.T.C. 29246 (9th Cir. 1965); Edwin M. Peterson, 35 T.C. 962 (1967). See Estate of Bosch,
387 U.S. 456, 1967-2 U.S.T.C. f112,472 (1967) concerning the effect of local adjudication.
38. Cross, supra note 2.
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[S]pouses can convert their community property ownership into a common law form of co-ownership, either a joint tenancy or a tenancy in
common. Survivorship and other incidents of the joint tenancy are sufficiently different from community property incidents to indicate that
the respective
interests of spouses as joint tenants are separate prop39
erty.
The Tax Court in Edwin M. Peterson recognized that in California "property

cannot be both community property and joint tenancy property, as the two
are mutually exclusive." 40 Washington's community property system was derived from California's system, and the two have remained similar in most

respects.
The Washington supreme court has not expressly ruled on the question
whether assets acquired with community funds or held as community property,
when intentionally transferred to the joint tenancy form of co-ownership
under Washington Revised Code 64.28.010, lose the community property
characterization and become the separate property of the spouses. The court
has, however, considered the question of conversion of community property to
separate property under the statute authorizing joint tenancy with right of
survivorship in savings and loan association deposits.

41

In this situation, the

court stated there is a presumption that the joint tenancy form of ownership
is intended-' 2 although the presumption can be rebutted by evidence that

community property funds were used to fund the joint tenancy account. Once
this is shown, the evidence must be clear, certain, and convincing that the

43
depositors intend to change the status of their property.
Mhen confronted with a case in which there is dear, certain, and convincing evidence that a conversion from community property to co-ownership

as joint tenants was intended, Washington courts should characterize the

44
property as separate property of the spouses and not as community property.
A problem arises as to what constitutes such dear, certain, and convincing

39. Id. at 814. See DE FUNIAK & VAUGHN, PRINCIPLES OF COMMUNITY PROPERTY §47, at 76
(1971).
40. 35 T.C. 962, 967 (1961).
41. See WASH. REy. CODE §33.20.030 (1963).
42. Munson v. Haye, 29 Wash. 2d 733, 189 P.2d 464 (1948).
43. Id. at 744, 189 P.2d at 470; accord, In re Hickman's Estate, 41 Wash. 2d 519, 250
P.2d 524 (1952). Compare this rule to-the rule of law in California, as espoused by the Tax
Court in Edwin M. Peterson, 35 T.C. 962 (1961), wherein the court stated: "In California
property cannot be both community property and joint tenancy property, as the two are
mutually exclusive .... There is a statutory presumption that property acquired by spouses
during wedlock is community property, but this presumption is rebutted by the taking of
record title by a husband and wife as joint tenants, and there is created instead a presumption of joint tenancy equivalent to a binding agreement to hold the property as joint
tenants . . . . Where evidence is introduced indicating an intent to hold as community
property that which is held of record as joint tenants, it is for the court to determine which
line of evidence controls, . . . and we must decide whether petitioner's evidence overcomes
the presumption created by the form in which title was taken." Id. at 967.
44. See Cross, supra note 2, at 817; cf. Griffith, Community Property in Joint Tenancy
Form, 14 STAN. L. REv. 87 (1961); Griffith, Joint Tenancy and Community Property, 37
WASH. L. R.v. 30 (1962).
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evidence of intention to change the characterization of community property to
separate property. For example, execution of a standard signature card on a
brokerage account stating the account is held in joint tenancy may or may not
be sufficient.
The Ninth Circuit, in Kern v. United States,45 stated what it considered to
be clear, definite, and convincing evidence sufficient under Washington law
to overcome the community property presumption where community funds
are used to acquire separate property assets. At issue in the case was the includibility of insurance proceeds in the gross estate of the insured. The decedent and his spouse had used community funds to pay the premiums on
policies asserted to be the separate property of the surviving spouse. The district

court 46 held that a typed provision in the policy stating the surviving

spouse was the sole owner was insufficient to overcome the presumption of
community ownership of the policy. The court ruled that although an intent
to create separate property was manifested, a separate agreement was also required

The appellate court reversed.4

While agreeing that "a provision on

a printed form applicable to any applicant and insured, without regard to
their marital status, does not constitute the clear, definite, and convincing
evidence necessary to overcome the presumption," 49 the court held under
Washington law, an instrument reciting the property was separate property
was not required to overcome the community property presumption5 0 The
court suggests that language in the policy application indicating the insurance policy, and all rights, privileges, and incidents of ownership, were intended to be the separate property of a spouse, coupled with consistent testimony respecting intent to convert community property to separate property,
would constitute clear, definite, and convincing evidence that the policy is not
community property. 51
Although Kern involved insurance policies and the statutory rule that
property acquired by gift is the separate property of the donee spouse, it is
nonetheless indicative of the quantum of evidence required to establish the
effectiveness of an attempted conversion of community property to separate
property. All premiums on the policies in Kern were paid with community
funds. The language of the initial application, coupled with evidence of continued intent, was sufficient to effect a conversion. This situation is analogous
to that of a brokerage account established with the requisite language manifesting an intent that the securities held therein not be community property,
although the securities or funds flowing into the account are community property. It would appear that so long as the requisite intent exists and is coupled
with the requisite language in the document establishing title of the account,

45.
46.
47.
48.
49.
50.
51.

491 F.2d 436, 1974-1 U.S.T.C. [[12,979 (9th Cir. 1974).
1972-1 U.S.T.C. 1112,826 (E.D. Wash. 1971).
Id. at 84,685.
491 F.2d 436, 1974-1 U.S.T.C. 1112,979 (9th Cir. 1974).
Id. at 439, 1974-1 U.S.T.C. 1112,979 at 84,365.
Id.
Id.
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community property or funds flowing into the account will be effectively converted to separate property.
It is recommended that couples in Washington State who hold securities
as community property separate the securities into two classes, one comprising securities having a fair market value exceeding original cost and the
other comprising securities whose acquisition cost exceeds fair market value.
The latter class should be converted from community property to joint
tenancy, and the former should be held as community property. As the fair
market value fluctuates, the securities should be transferred to the appropriate
form of ownership.
Although there is no specific Washington statute authorizing the conversion of separate property to community property, the state supreme court has
stated that it "is undoubtedly true that husband and wife may, by proper
agreement or conveyance, change their separate property into community
property and their community property into separate property."5 2
The form of the joint tenancy is critical, for it must express the intention
of the couple to convert their community property to separate property. The
couple should use the following language: "Husband and Wife as joint tenants
with right of survivorship and not as community property." Where a brokerage account (the simplest, quickest, and safest method to effect conversion)
is used, a notation should be placed on the account that all securities held or
deposited in the account are intended to be the separate property of each joint
tenant in equal shares. This language, coupled with the requisite intent,
should work an effective conversion as to those securities placed in the joint
tenancy account. Normally, no charge is incurred in depositing securities in a
brokerage account, and the form of ownership of the account may be elected
at the time of deposit. It is quite simple for a person who maintains a brokerage account to open a second such account. There is usually no charge for
maintaining multiple brokerage accounts.
Where community-owned securities are converted to the separate property
of the spouses in equal shares, no gift tax is incurred on the transfer because
each spouse prior to the establishment of the joint tenancy owns half of the
property. "[A] conveyance by a spouse of an undivided one-half interest in
that spouse's separate property to the other spouse is subject to the gift tax,
whereas a conveyance in a community property state by spouses holding community property to themselves as cotenants does not result in a gift tax."53

Where community funds are used to purchase joint tenancy property, each
spouse will be deemed to have contributed one half.5 4 Reversing the conversion, once the securities have appreciated in value beyond the original cost,
will have no gift tax consequences so long as both spouses retain a one-half
interest in the securities held in joint tenancy. 55
52. State ex rel. Van Moss v. Sailors, 180 Wash. 269, 274, 39 P.2d 397, 399 (1934); accord,
Volz v. Zang, 113 Wash. 378, 194 P. 409 (1920).
53. Murphy v. Commissioner, 342 F.2d' 356, 361, 1965-1 U.S.T.C. 39246 at 94,933 (9th
Cir. 1965); see Plath v. United States, 1951-1 U.S.T.C. 310,811 (E.D. Wash. 1950).
54. In re Estate of Paul M. Vanderhoeck, 4 T.C. 125 (1944).
55. Cf. Rev. Rul. 66-248, 1966-2 Cum. BuLL. 303.
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Upon the death of one member of the marital community, both the decedent's one-half share and the surviving spouse's one-half share of the appreciated securities held as community property will acquire a step-up in basis
to the fair market value on the applicable valuation date. 56 The securities held
by the couple as joint tenants will be included in the decedent's gross estate,
except to the extent the surviving tenant contributed to the acquisition.Where community property is used to acquire assets held jointly, the amount
includible under section 2040 may vary, depending on the source of the community property used in the acquisition. If the separate property of one spouse
is converted to community property by gift of a one-half interest, and thereafter that same community property is used to acquire the stocks or securities
held jointly at the death of the donor spouse, section 2040 requires inclusion
of the entire value of the joint tenancy assets.5 8 Community property used to
fund the acquisition of jointly held securities will be deemed to have been
contributed one-half by each spouse if the community property was created
by equal contributions of separate property by the spouses or if it was acquired originally as community property. 9 In this situation, which is the
more common, only half the securities held in joint tenancy will be included
in the decedent's gross estate. 60 Assuming a declining market, the decedent's
half of the joint tenancy securities will receive a reduction in basis to their
fair market value on the applicable valuation date under section 1014(a)61
pursuant to section 1014(b)(9). However, section 1014(b)(9) only applies to
that portion of the jointly held property includible in the decedent's gross
estate under section 2040. The surviving spouse's one-half share of the joint
tenancy, which is excluded from the gross estate, retains its original cost basis.
To the extent of that spouse's contribution, the securities are not considered
to have been acquired from a decedent under section 1014. Through the use
of the joint tenancy, the surviving spouse saves half the cost basis in securities
which have declined in value. The harsh result of section 1014(b)(6), which
would have resulted in a step-down in basis for the surviving spouse had the
depreciated securities been held as community property, is greatly mitigated.
The key to success in using joint tenancy as a hedge against a reduction in
basis is intentional conversion of community property to separate property in
the creation of the joint tenancy form of co-ownership. Care must be exercised
not to inadvertently destroy the separate character of the securities held in
joint tenancy after the initial conversion. The couple must avoid acts, agreements, or contracts inconsistent with continuance of the joint tenancy. They
must not execute a community property agreement containing a provision
that converts existing separate property into community property and establishes that future acquisitions by either spouse shall be community property
56.
57.

INT. REv. CODE OF
INT. REV. CODE OF

1954, §1014(b)(6).
1954, §2040.

58. Id.
59. In re Estate of Paul M. Vanderhoeck, 4 T.C. 125 (1944); see Murphy v. Commissioner, 342 F.2d 356, 1965-1 U.S.T.C. 9246 (9th Cir. 1965).
60. INT. REV. CODE OF 1954, §2040.
61. See INT. REV. CODE OF 1954, §1014(a).
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